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Property that qualifies for transitional relief from the amend-
ments relating to the rehabilitation tax credit is also excepted from
the depreciation changes made by section 201 of the Act.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $43 million in 1987, $165 million in 1988, $581 million in 1989,
$1,371 million in 1990, and $1,779 million in 1991.

2. Tax credit for low-income rental housing (sec. 252 of the Act
and sec. 42 of the Code)?

Prior Law

No low-income rental housing tax credit was provided under
prior law, but other tax incentives for low-income housing were
available. These tax incentives consisted principally of special ac-
celerated depreciation, five-year amortization of rehabilitation ex-
penses, expensing of construction period interest and taxes, and
tax-exempt bond financing for multifamily residential rental prop-
erty.

Reasons for Change

Congress was concerned that the tax preferences for low-income
rental housing available under prior law were not effective in pro-
viding affordable housing for low-income individuals. Congress be-
lieved a more efficient mechanism for encouraging the production
of low-income rental housing could be provided through the low-
income rental housing tax credit.

The primary tax preferences provided for low-income housing
under prior law were tax-exempt bond financing, accelerated cost
. recovery deductions, five-year amortization of rehabilitation ex-
penditures, and special deductions for construction period interest
and taxes. These preferences operated in an uncoordinated
manner, resulted in subsidies unrelated to the number of low-
income individuals served, and failed to guarantee that affordable
hca>~tl1sing would be provided to the most needy low-income individ-
uals. .

A major shortcoming of the prior-law tax subsidies was that,
beyond a minimum threshold requirement of low-income housing
units that were required to be served, the degree of subsidy was not
directly linked to the number of units serving low-income persons.
As a result, there was no incentive to provide low-income units
beyond the minimum required. Under the tax credit, however, the
amount of the low-income housing tax credit which an owner may
receive is directly related to the number of rental units made avail-
able to low-income individuals. By providing tax credits which are
based on the number of units serving low-income persons, an incen-

1 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 1413; S.Rep. 99-313, pp. 757-768; Senate floor amend-
ment, 132 Cong. Rec. S8146-8158 (June 23, 1986); and H.Rep. 99-841, Vol. II (September 18, 1986),
pp. 85-103 (Conference Report).
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tive exists to provide a greater number of housing units for more
low-income individuals.

Another weakness of the Federal tax subsidies available under
prior law was that they were not targeted to persons of truly low-
income. For example, a study by the General Accounting Office?
(GAO) of tax-exempt bond financed residential rental projects
found that above-average income renters could qualify under prior
law as “low” or “moderate” income for two reasons. First, persons
with incomes as high as 80 percent of area median income were eli-
gible to occupy units reserved for low- and moderate-income ten-
ants. This income ceiling was relatively high, particularly when
compared with the median income of renters. Second, the Treasury
Department did not require household incomes to be adjusted for
family size until after 1985. Congress believed that the low-income
housing tax credit (as well as tax-exempt bond financing for low-
income housing, discussed in Title XIII) should be provided only for
households with incomes not exceeding 50 percent or 60 percent of
area median income. Congress further believed that these income
limits should be adjusted for family size. These provisions better
target affordable housing to those persons most in need of assist-
ance.

Another shortcoming of the tax subsidies under prior law was
that none limited the rents that could be charged to low-income in-
dividuals. The same GAO study found, for example, that while 96
percent of individuals with incomes over 80 percent of area median
income (the prior-law ceiling on “low” or “moderate” income) paid
rents of less than 30 percent of their income, only 87 percent of in-
dividuals with incomes below 80 percent of area median paid rents
of less than 30 percent of their income. The low-income housing tax
credit limits the rent that may be charged to a low-income tenant,
and therefore ensures that the subsidized housing is affordable to
low-income individuals. In return for providing housing at reduced
rents, owners of rental housing receive a tax credit designed to
compensate them for the rent reduction.

Congress believed that the low-income housing tax credit (and
tax-exempt bonds, as retargeted) will more effectively serve both
low-income individuals and owners willing to provide affordable
low-income housing than the multiple, uncoordinated tax prefer-
ences for low-income housing under prior law. .

Explanation of Provisions
Overview

The Act provides a tax credit that may be claimed by owners of
residential rental property used for low-income housing. The credit
is claimed annually, generally for a period of ten years. New con-
struction and rehabilitation expenditures for low-income housing
projects placed in service in 1987 are eligible for a maximum nine
percent credit, paid annually for ten years. The acquisition cost of
existing projects and the cost of newly constructed projects receiv-

2 United States General Accounting Office, Report to the Chairman, Joint Committee on Tax-
g;i%mbRentallgxg)étsing: Costs and Benefits of Financing with Tax-Exempt Bonds (GAO/RCED-86-
, February .
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ing other Federal subsidies placed in service in 1987 are eligible for
a maximum four percent credit, also paid annually for ten years.
For buildings placed in service after 1987, these credit percentages
will be adjusted to maintain a present value of 70 percent and 30
percent for the two types of credits.

The credit amount is based on the qualified basis (defined below)
of the housing units serving the low-income tenants. Low-income
tenants for purposes of the low-income housing tax credit are de-
fined as tenants having incomes equal to or less than either 50 per-
cent or 60 percent of area median income, adjusted for family size.
The qualifying income for a particular property depends on the
minimum percentage of units that the owner elects to provide for
low-income tenants. Rents that may be charged families in units on
which a credit is claimed may not exceed 30 percent of the applica-
ble income qualifying as “low”’, also adjusted for family size.

To qualify for the credit, residential rental property must comply
continuously with all requirements of the credit throughout a 15
year compliance period. A credit allocation from the appropriate
State or local credit authority must be received by the owner of
property eligible for the low-income housing tax credit, unless the
property is substantially financed with the proceeds of tax-exempt
bonds subject to the new private activity bond volume limitation.
These provisions are further explained in the following sections.

Credit amount and credit period

The Act provides two separate credit amounts: (1) a 70-percent
present value credit for qualified new construction and rehabilita-
tion expenditures (in excess of specified minimum amounts per
unit) that are not federally subsidized and (2) a 30-percent present
value credit for other qualifying expenditures. Expenditures quali-
fying for the 30-percent present value credit consist of the cost of
- acquisition of an existing building (including certain rehabilitation
expenditures which are incurred in connection with acquisition and
which do not exceed prescribed minimum amounts), and federally
subsidized new construction or rehabilitation expenditures.

A taxpayer’s credit amount in any taxable year is computed by
applying the appropriate credit percentage to the appropriate
qualified basis amount in such year, as defined below.3 Except. as
desc;r(iibed below, both credits are claimed annually over a 10-year
period.

The credit period is the 10-year period beginning with the tax-
able year in which the building is placed in service or, at the elec-
tion of the taxpayer, the succeeding taxable year. The credit may
not be claimed for a taxable year in which the building is not in
compliance with all requirements of the credit.

3 Congress understood that in certain cases low-income rental housing tax credit projects
would be owned indirectly through partnerships. Congress intended that ury Department
regulations will include rules treating partnerships as if they were taxpayers where appropriate
to carry out the objectives of the tax credit. Congress intended, for example, that the partner-
ship be treated as the taxpayer for purposes of determining whether a build.inﬁais new (sec.
4201X4)). Where a partner’s interest changes during a taxable year, it is intended that each part-
ner’s distributive share of the tax credit be determined under general partnership allocation
rules (see sec. 706), i.e., by the use of a method prescribed in Treasury Department regulations
tlll;lit takes into account the varying interests of the partners in the partnership during such tax-
able year. .

8-5



155

Credit percentage

For buildings placed in service in 1987, the credit percentages
are 9 percent annually over 10 years for the 70-percent present
value credit, and 4 percent annually over 10 years for the 30-per-
cent present value credit.

For buildings placed in service after 1987, these credit percent-
ages are to be adjusted monthly by the Treasury Department to re-
flect the present values of 70 percent and 30 percent at the time
the building is placed in service. Treasury’s monthly adjustments
of the credit percentages are to be determined on a discounted
after-tax basis, based on the average of the annual applicable Fed-
eral rates (AFR) for mid-term and long-term obligations for the
month the building is placed in service. The after-tax interest rate
is to be computed as the product of (1) the average AFR and (2) .72
(one minus the maximum individual Federal income tax rate). The
discounting formula assumes each credit is received on the last day
of each year and that the present value is computed as of the last
day of the first year. For example, if 72 percent of the average AFR
for a given month were 5.85 percent, the 70-percent and 30-percent
present value credit percentages for buildings placed in service m
that month would be 8.92 percent and 3.82 percent. (For the 70-pe
cent present value credit, this is derived as .0892 = (.7T0). 0585)/
[1. 0585-1/ (1. 0585)9] )Ina prOJect consisting of two or more buildings
placed in service in different months, a separate credit percentage
may apply to each building.*

For buildings originally placed in service after 1987, Congress in-
tended that the taxpayer, with the consent of the housing credit
agency, may irrevocably elect to use the credit percentage deter-
mined using the above method for the month in which the taxpay-
er receives a binding commitment for a credit allocation from the
credit agency or, in the case of a tax-exempt bond financed project
for which no allocation is required, the month in which the tax-
exempt bonds are issued.

The credit percentage for rehabilitation expenditures (in excess
of a prescribed minimum amount) is determined when rehabilita-
tion is completed and the rehabilitated property is placed in serv-
ice, but no later than the end of the 24-month period for which
such expenditures may be aggregated.® These rehabilitation ex-
penditures are treated as a separate new building for purposes of
the credit.

The credit percentage for rehabilitation expenditures that are in-
curred in connection with the acquisition of an existing building
(and which do not exceed prescribed minimum amounts) is the
same percentage as is used for the acquired building, i.e., the per-

4 As discussed below, a credit percentage equal to two-thirds of the credit percentage for the
initial qualified basis is applicable to additions to qualified basis.

5 A technical amendment may be needed so that the statute reflects this intent and the intent
of Congress that such an election would be binding on the taxpayer and all successors in inter-
est.

¢ Congress intended that the election to determine the credit percentage at the time a binding
commitment for a credit allocation is received, described above, also apply in the case of credits
attributable to rehabilitation e eJaendﬂltuteel (in excess of a prescribed minimum amount). A tech-
nical amendment may be needed so that the statute reflects this intent.
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centage determined when the acquired building is placed in serv-
ice.

Qualified basis

In general

The qualified basis amounts with respect to which the credit
amount is computed are determined as the proportion of eligible
basis in a qualified low-income building attributable to the low-
income rental units. This proportion is the lesser of (1) the propor-
tion of low-income units to all residential rental units or (2) the
proportion of floor space of the low-income units to the floor space
of all residential rental units. Generally, in these calculations, low-
income units are those units presently occupied by qualifying ten-
ants, whereas residential rental units are all housing units, wheth-
er or not presently occupied. .

The qualified basis for each building is determined on the last
day of each taxable year, beginning in the taxable year in which
the building is placed in service or, if the taxpayer elects, the fol-
lowing taxable year.

Special rules for determining qualified basis

The Treasury Department may provide regulations for projects
consisting of two or more buildings. Unless prescribed in regula-
tions, the qualified basis of a project consisting of two or more
buildings is determined separately for each building. Common fa-
cilities in such a project must be allocated in an appropriate
manner to all buildings (whether existing or to be constructed) in
the project.

The first year the credit is claimed, the allowable credit amount
is determined using an averaging convention to reflect the number
of months units comprising the qualified basis were occupied by
low-income individuals during the year. For example, if half of the
low-income units included in qualified basis were first occupied in
October and the remaining half were occupied in December, a cal-
endar year taxpayer would adjust the allowable first-year credit to
reflect that these units were occupied on average only one-sixth of
the year. To the extent there is such a reduction of the credit
amount in the first year, an additional credit in the amount of
such reduction is available in the eleventh taxable year. (This first-
year adjustment does not affect the amount of qualified basis with
respect to which the credit is claimed in subsequent years of the
10-year credit period.)

Additions to qualified basis

The qualified basis of a building may be increased subsequent to
the initial determination only by reason of an increase in the
number of low-income units or in the floor space of the low-income
units (as opposed to by reason of increases in the eligible basis).
Credits claimed on such additional qualified basis are determined
using a credit percentage equal to two-thirds of the applicable
credit percentage allowable for the initial qualified basis. As de-
scribed below under the description of the State credit ceiling, an
allocation of credit authority must be received for credits claimed
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on additions to qualified basis, in the same manner as for credits
claimed on the initial qualified basis. Unlike credits claimed on the
initial qualified basis, credits claimed on additions to qualified
basis are allowable annually for the portion of the required 15-year
compliance period remaining after eligibility for such credits
arises, regardless of the year such additional qualified basis is de-
termined. The additional qualified basis is determined by reference
to the original adjusted basis (before deductions for depreciation) of
the property.

The credit amount on the additional qualified basis is adjusted in
the first year such additions are made using an averaging conven-
tion to reflect the number of months units comprising the addition-
al qualified basis were occupied by low-income individuals during
the year. Any reduction of the credit amount in the first year may
not be claimed in a later year. (This first-year adjustment does not
affect the amount of additional qualified basis with respect to
Whi.(;}(li ;;he credit is claimed in subsequent years of the compliance
period.

Eligible basis

Eligible basis consists of (1) the cost of new construction, (2) the
cost of rehabilitation, or (3) the cost of acquisition of existing build-
ings acquired by purchase (including the cost of rehabilitation, if
any, to such buildings incurred before the close of the first taxable
year of the credit period which do not exceed a prescribed mini-
mum amount). Only the adjusted basis of the depreciable property
may be included in eligible basis.” The cost of land is not included
in adjusted basis.

Generally, the eligible basis of a building is determined at the
time the building is placed in service. For this purpose, rehabilita-
tion expenditures (in excess of $2,000 per unit) are treated as
placed in service at the close of the period for which rehabilitation
expenditures are aggregated, not to exceed 24 months. In the case
of rehabilitation expenditures incurred in connection with the ac-
quisition of an existing building (and which do not exceed a pre-
scribed minimum amount), the capital expenditures incurred
through the end of the first year of the credit period may be in-
cluded in eligible basis.

For purposes of the low-income housing credit, the term residen-
tial rental property generally has the same meaning as residential
rental property within Code section 142(d).® Thus, residential
rental property includes residential rental units, facilities for use
by the tenants, and other facilities reasonably required by the
project. Eligible basis may include the cost of such facilities and
amenities (e.g., stoves, refrigerators, air conditioning units, etc.)
only if the included amenities are comparable to the cost of the
amenities in the low-income units. Additionally, the allocable cost
of tenant facilities, such as swimming pools, other recreational fa-

7 The adjusted basis is determined by taking into account the adjustments described in section
1016 (other than paragraphs (2) and (3) of sec. 1016(a), relating to depreciation deductions), in-
cluding, for example, the basis adjustment provided in section 48(q) for any rehabilitation cred-
its allowed under section 38.

8 See, however, the discussion below on single room occupancy housing as property eligible for
the low-income housing credit.
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cilities, and parking areas, may be included provided there is no
separate fee for the use of these facilities and they are made avail-
able on a comparable basis to all tenants in the project. (See gener-
ally, Treas. Reg. sec. 1.103-8(b)(4)(iii).)

Except as described below, costs of the residential rental units in
a building which are not low-income units may be included in eligi-
ble basis only if such units are not above the average quality stand-
ard of the low-income units. Similarly, rehabilitation expenditures
may not be included in eligible basis if such expenditures improve
any unit in the building beyond comparability with the low-income
units. Units are of comparable quality if the construction or acqui-
sition costs are comparable and if such units are provided in a
similar proportion for both the low-income and other tenants. Con-
gress intended that, at the election of the taxpayer, the cost of a
unit which would otherwise be excluded from eligible basis may be
included in eligible basis if (1) the excess cost of such unit over the
average cost of the low-income units does not exceed 15 percent of
the average cost of the low-income units and (2) the excess cost is
excluded from eligible basis.?

Residential rental property may qualify for the credit even
though a portion of the building in which the residential rental
units are located is used for a commercial use. No portion of the
cost of such nonresidential rental property included in a project
may be included in eligible basis. Congress intended that the costs
of such a mixed-use facility be allocated according to any reasona-
ble method that properly reflects the proportionate benefit to be
derived, directly or indirectly, by the nonresidential rental proper-
ty and the residential rental units. (See, e.g., Prop. Treas. Reg. sec.
1.103-8(b)(4)(v).)

Certain rehabilitation expenditures.—The qualified basis attribut-
able to rehabilitation expenditures, unless incurred in connection
with the acquisition of an existing building, must. equal at least
$2,000 per low-income unit.1° The $2,000 minimum is computed as
an average based on all qualifying expenditures in the building,
rather than on a unit-by-unit determination. Qualified basis is de-
termined in the same fractional manner as for new construction or
acquisition costs even if all rehabilitation expenditures are made
only to low-income units. Rehabilitation expenditures may be in-
cluded in eligible basis without a transfer of property. Rehabilita-
tion expenditures may be aggregated only for such expenditures in-
curred during any 24-month period. Where rehabilitation is limited
to a group of units, Treasury may provide regulations treating a
group of units as a separate new building.

Where rehabilitation expenditures are paid or incurred by a
person (or persons) and the taxpayer acquires the property attrib-
utable to such expenditures (or an interest therein) before such
property is placed in service, the taxpayer will be treated as having
paid or incurred the expenditures (see Treas. Reg. sec. 1.167(k)-
1(bX1) and (2)). The portion of the basis of the property not attribut-
able to rehabilitation expenditures may not be included in the eli-

? A technical amendment may be needed so that the statute reflects this intent.
_ 10 See, below, in the case of rehabilitatiox‘x:;?enditures incurred in connection with the acqui-
sition of an existing building that do not ex the $2,000 per unit minimium.
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gible basis relating to the rehabilitated property, but may be in-
cludable in the eligible basis relating to acquisition costs, as de-
scribed below.

Acquisition of existing buildings.—The cost of acquisition of an
existing building may be included in eligible basis and any rehabili-
tation expenditures to such a building incurred before the close of
the first year of the credit period may at the election of the taxpay-
er also be included in eligible basis, without a minimum rehabilita-
tion requirement. These costs may be included in eligible basis,
however, only if the building or a substantial improvement (a cap-
ital expenditure of 25 percent or more of the adjusted basis of the
building to which five-year rapid amortization was elected or to
which ACRS applied (as in effect before the enactment of this Act))
to the building has not been previously placed in service within 10
years and if the building (or rehabilitated property within the
building) is not subject to the 15-year compliance period.

A building that is transferred in a transfer where the basis of
the property in the hands of the new owner is determined in whole
or part by the adjusted basis of the previous owner (for example, by
a gift of property) is considered not to have been newly placed in
service for purposes of the 10-year requirement.!! Further, Con-
gress intended that a building which has been acquired by a gov-
ernmental unit or certain qualified 501(cX3) or 501(cX4) organiza-
tions would not be treated as placed in service by that governmen-
tal unit or organization for purposes of the 10-year requirement if
the acquisition occurs more than 10 years from the date the build-
ing or a substantial improvement to the building has last been
placed in service.12 Congress also intended that a building acquired
by foreclosure by taxpayers other than a governmental unit or
501(cX3) organization would not be treated as newly placed in serv-
ice by that taxpayer for purposes of the 10-year requirement if the
foreclosure occurs more than 10 years from the date the building
or a substantial improvement to the building has last been placed
in service and the property is resold within a short period.!3 Any
other transfer will begin a new 10-year period.

The Treasury Department may waive the 10-year requirement
for any building substantially assisted, financed or operated under
the HUD section 8, section 221(dX3), or section 236 programs, or
under the Farmers’ Home Administration section 515 program
when an assignment of the mortgage secured by property in the
project to HUD or the Farmers Home Administration otherwise
would occur or when a claim against a Federal mortgage insurance
fund would occur.

Federal grants and other subsidies.—Eligible basis may not in-
clude in any taxable year the amount of any Federal grant, regard-
less of whether such grant is included in gross income. A Federal
grant includes any grant funded in whole or in part by the Federal
government, to the extent funded with Federal funds. Examples of
grants which may not be included in eligible basis include grants

1 Congress intended that inherited property not be treated as being newly placed in service
for purposes of the 10-year requirement. A technical amendment may be needed so that the
statute reflects this intent. .

!2 A technical amendment may be needed so that the statute reflects this intent.

'3 A technical amendment may be needed so that the statute reflects this intent.
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funded by Community Development Block Grants, Urban Develop-
ment Action Grants, Rental Rehabilitation Grants, and Housing
Development Grants. '

If any portion of the eligible basis attributable to new construc-
tion or to rehabilitation expenditures is financed with Federal sub-
sidies, the qualified basis is eligible only for the 30-percent present
value credit, unless such Federal subsidies are excluded from eligi-
ble basis. A Federal subsidy is defined as any obligation the inter-
est on which is exempt from tax under section 103 or a direct or
indirect Federal loan, if the interest rate on such loan is less than
the applicable Federal rate. A Federal loan under the Farmers’
Home Administration section 515 program is an example of such a
Federal subsidy, as is a reduced interest rate loan attributable in
part to Federal grant funds lent to a building owner.

The determination of whether rehabilitation expenditures are
federally subsidized is made without regard to the source of financ-
ing for the construction or acquisition of the building to which the
rehabilitation expenditures are made. For example, a Federal loan
or tax-exempt bond financing that is continued or assumed upon
purchase of existing housing is disregarded for purposes of the
credit on rehabilitation expenditures. Congress intended that tax-
exempt financing or a below market loan to provide construction
financing for any building will not be treated as a Federal subsidy
if such loan is repaid and any underlying obligation (e.g., tax-
gxeﬁpt bond) is redeemed before the building is placed in serv-
ice.

Minimum set-aside requirement for low-income individuals

In general

A residential rental project providing low-income housing quali-
fies for the credit only if (1) 20 percent or more of the aggregate
residential rental units in the project are occupied by individuals
with incomes of 50 percent or less of area median income, as ad-
justed for family size, or (2) 40 percent or more of the aggregate
residential rental units in the project are occupied by individuals
with incomes of 60 percent or less of area median income, as ad-
justed for family size.!® (This requirement is referred to as the
“minimum set-aside’”’ requirement.)

A special set-aside may be elected for projects that satisfy a
stricter requirement and that significantly restrict the rents on the
low-income units relative to the other residential units in the build-
ing (the “deep-rent skewing” set-aside). Projects qualify for this
rule only if, as part of the general set-aside requirement, 15 per-
cent or more of all low-income units are occupied by individuals
having incomes of 40 percent (rather than 50 percent or 60 percent)
or less of area median income, and the average rent charged to ten-
ants in the residential rental units which are not low-income units
is at least 300 percent of the average rent charged to low-income
tenants for comparable units. Under this special rule, a low-income

14 A technical amendment may be needed so that the statute reflects this intent.

15 A special set-aside requirement providing that 25 percent or more of the units are occupied
l;y individuals with incomes of 60 percent or less of area median income is provided for lgew

ork City (see sec. 142(d)X6)).
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tenant will continue to qualify as such, as long as the tenant’s
income does not exceed 170 percent of the qualifying income. Addi-
tionally, if a project to which this special set-aside requirement ap-
plies ceases to comply with the requirement because of increases in
existing tenants’ incomes, no penalties are imposed if each avail-
able low-income unit is rented to tenants having incomes of 40 per-
cent or less of area median income, until the project is again in
compliance.16 .

All units comprising the minimum set-aside in a project must be
suitable for occupancy and used on a nontransient basis, and are
subject to the limitation on gross rent charged to residents of set-
aside units. (See the discussion of the gross rent limitation, below.)

The owner of each project must irrevocably elect the minimum
set-aside requirement (including the deep-rent skewing set-aside de-
scribed above) at the time the project is placed in service. In the
case of a project consisting of a single building, the set-aside re-
quirement must be met within 12 months of the date the building
(or rehabilitated property) is placed in service, and complied with
continuously thereafter for a period ending 15 years after the first
day of the first taxable year in which the credit is claimed.

Special rules apply to projects consisting of multiple buildings
placed in service on different dates. Unless prescribed by regula-
tions, the initial building, within 12 months of being placed in serv-
ice, must meet the set-aside requirement determined only by refer-
ence to those units in the initial building. When a second or subse-
quent building is placed in service, the project must meet the set-
aside requirement with respect to the units in all buildings placed-
in-service up to that time within 12 months of the date the second
or subsequent building is placed in service.!” The project must
comply with this expanded requirement continuously thereafter for
a period ending 15 years after the later of (1) the first day of the
taxable year in which the expanded requirement is met or (2) if a
credit is claimed with respect to the building, the first day of the
taxable year in which the credit period begins with such build-
ing.1® Subsequent buildings are subject to separate 15-year compli- -
ance periods. After the 15-year period has expired on an initial
building, but while other buildings in the same project are still sub-
ject to the compliance period, the project must continue to meet
the set-aside requirement determined by reference to all buildings
in the project or, at the taxpayer’s election, all buildings subject to
the compliance period.

16 Congress intended that for projects electing this stricter set-aside requirement the defini-
tion of gross rent is that used generally for purposes of the low-income credit. A technical
amendment may be needed so that the statute reflects this intent.

17 Congress intended that if within 12 months of the date a first building is placed in service,
(1) the first building does not meet the set-aside requirement with respect to the first building
and (2) a second building is placed in service, then the project is a qualified low-income project if
the set-aside requirement is satisfied with respect to both buildings within 12 months of the
placed-in-service date of the first building. A technical amendment may be needed so that the
statute reflects this intent. Congress intended that similar rules apply by Treasury Department
regulations in the case of projects with more than two buildings.

18 Until the expanded requirement is met, the set-aside requirements determined by reference
to all previously existing buildings must be continuously satisfied.
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Continuous compliance required

The determination of whether a tenant qualifies for purposes of
the low-income set-aside is made on a continuing basis, both with
regard to the tenant’s income and the qualifying area income,
rather than only on the date the tenant initially occupies the unit.
An increase in a tenant’s income may result, therefore, in a unit
ceasing to qualify as occupied by a low-income person. However, a
qualified low-income tenant is treated as continuing to be such not-
withstanding de minimis increases in his or her income. Under this
rule, a tenant qualifying when initially occupying a rental unit will
be treated as continuing to have such an income provided his or
her income does not increase to a level more than 40 percent in
excess of the maximum qualifying income, adjusted for family size.
If the tenant’s income increases to a level more than 40 percent
above the otherwise applicable ceiling (or if the tenant’s family size
decreases so that a lower maximum family income applies to the
tenant) that tenant is no longer counted in determining whether
the project satisfies the set-aside requirement.1® No penalty is as-
sessed in such an event, however, provided that each residential
rental unit that becomes vacant (of comparable or smaller size to
the units no longer satisfying the applicable income requirement)
is rented to tenants satisfying the qualifying income until the
project is again in compliance. (For a discussion of the rules for
complying with the set-aside requirements, see the discussion of
the compliance period and penalty for noncompliance, below.)

Vacant units, formerly occupied by low-income individuals, may
continue to be treated as occupied by a qualified low-income indi-
vidual for purposes of the set-aside requirement (as well as for de-
termining qualified basis) provided reasonable attempts are made
to rent the unit and no other units of comparable or smaller size in
the project are rented to nonqualifying individuals (see the section
“Compliance period and penalty for noncompliance,” below).

In no case is a unit considered to be occupied by low-income indi-
viduals if all of the occupants of such unit are students (as deter-
mined under sec. 151(c)(4)), no one of whom is entitled to file a joint
income tax return. ‘

Adjustments for family size

As stated above, the Act requires that adjustments for family
size be made in determining the incomes used to qualify tenants as
having low income. In general, these adjustments are the same as
the adjustments presently made under section. 8 of the United
States Housing Act of 1937. Thus, for a project which qualifies by
setting aside 20 percent of the units for tenants having incomes of
50 percent or less of area median income, a family of four general-
ly will be treated as meeting this standard if the family has an
income of 50 percent or less of the area median income; a family of
three having an income of 45 percent or less generally will qualify;
a family of two having an income of 40 percent or less generally

1% In the case of projects electing the deep-rent skewing set-aside, a tenant’s income may in-
crease to 70 percent more than the maximum qualifying income.
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will qualify; and, a single individual having an income of 35 per-
cent or less generally will qualify. '

Congress was aware that, in certain cases, the use of section 8
guidelines may result in qualifying incomes below the amounts re-
flected by these percentages because of dollar ceilings that are ap-
plied under the section 8 program. Income limits may be adjusted
by the Treasury Department for areas with unusually low family
income or high housing costs relative to family income in a manner
consistent with determinations of very low income families and
area median gross income under section 8 to reflect the 50-percent
and 60-percent income levels.

Gross rent limitation

The gross rent paid by families in units included in qualified
basis may not exceed 30 percent of the applicable qualifying
income, adjusted for family size. Gross rent includes the cost of any
utilities, other than telephone. If any utilities are paid directly by
the tenant, the maximum rent that may be paid by the tenant is to
be reduced by a utility allowance prescribed by the Treasury De-
partment, after taking into consideration the procedures for
making such adjustments under section 8 of the United States
Housing Act of 1937.

The gross rent limitation applies only to payments made directly
by the tenant. Any rental assistance payments made on behalf of
the tenant, such as through section 8 of the United States Housing
Act of 1937 or any comparable Federal rental assistance, are not
included in gross rent. Congress further intended that any compa-
rable State or local government rental assistance not be included
in gross rent.2°

Low-income unit

A low-income unit includes any unit in a qualified low-income
building if the individuals occupying such unit meet the income
limitation elected for the project for purposes of the minimum set-
aside requirement and if the unit meets the gross rent require-
ment, as well as meeting all other requirements applicable to units
satisfying the minimum set-aside requirement.

Qualified low-income housing projects and gqualified low-income
buildings

A qualified low-income building is a building subject to the 15-
year compliance period and which is part of a qualified low-income
housing project.

A qualified low-income housing project is a project that meets
the minimum set-aside requirement and other re&ltlljirements with
respect to the set-aside units at all times that buildings comprising
the project are subject to the 15-year compliance period. A qualified
low-income housing project includes a qualified low-income build-
ing containing residential rental units and other property that is
functionally related and subordinate to the function of providing

20 A technical amendment may be needed so that the statute reflects this intent. Such an
amendment was included in the versions of H. Con. Res. 395 which passed the House of Repre-
sentatives and Senate in the 99th Congress.
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residential rental units. A project may include multiple buildings
having similarly constructed housing units, provided the buildings
are located on the same tract of land, are owned by the same
person for Federal income tax purposes, and are financed pursuant
to a common plan of financing.

Residential rental units must be for use by the general public
and all of the units in a project must be used on a nontransient
basis. Residential rental units are not for use by the general public,
for example, if the units are provided only for members of a social
organization or provided by an employer for its employees. Gener-
ally, a unit is considered to be used on a nontransient basis if the
initial lease term is six months or greater. Additionally, no hospi-
tal, nursing home, sanitarium, lifecare facility, retirement home
providing significant services other than housing, dormitory, or
trailer park may be a qualified low-income project. Factory-made
housing which is permanently fixed to real property may be a
qualified low-income building (see Treas. Reg. sec. 6a.103A-2(d)(4Xi)
on factory-made housing).
~ Unlike the requirements for units in projects financed with tax-
exempt bonds, certain single room occupancy housing used on a
nontransient basis may qualify for the credit, even though such
housing may provide eating, cooking, and sanitation facilities on a
shared basis. An example of housing that may qualify for the
credit is a residential hotel used on a nontransient basis that is
available to all members of the public.

Compliance period and penalty for noncompliance

Qualified residential rental projects must remain as rental prop-
erty and must satisfy the minimum set-aside requirement, de-
scribed above, throughout a prescribed compliance period. Low-
income units comprising the qualified basis on which additional
credits are based are required to comply continuously with all re-
quirements in the same manner as units satisfying the minimum
set-aside requirement. Units in addition to those meeting the mini-
mum set-aside requirement on which a credit is allowable also
must continuously comply with this requirement.

The Act defines the compliance period for any building as the
period beginning on the first day of the first taxable year of the
credit period of such building and ending 15 years from such date.
The minimum set-aside requirement must be met, in all cases,
within 1 year of the date the building (or rehabilitated property) is
placed in service.

Within 90 days of the end of the first taxable year for which the
credit is claimed and annually for each taxable year thereafter
during the compliance period, the taxpayer must certify to the Sec-
retary that the project has continuously complied throughout the
year with the set-aside requirement and report the dollar amount
of the qualified basis of the building and the maximum applicable
percentage and qualified basis permitted to be taken into account
by the housing credit agency. Additionally, the certification must
include the date (including the taxable year) in which the building

8-15



165

the compliance period. For partnerships consisting of more than 35
individual taxpayers, at the partnership’s election, no change in
ownership will be deemed to occur provided within g 12-month
pﬁriod at least 50 percent (in value) of the original ownership is un-

amount of credit recaptured for noncompliance during the first 11
Years is one-third of the credit determined for the year, plus inter-
est. In the absence of additions to qualified basis and Pprevious re-

fore expiration of year 11; four-fifteenths for violations after year
11 but before expiration of year 12; three-fifteenths for violations
after year 12 but before expiration of year 13; two-fifteenths for

violations after Year 13 but before expiration of year 14; and one-
f‘15fteenth for violations after year 14 but before expiration of year
15.

21 Congress intended that the penalty under sec. 6652(j) shall apply for failure to provide such
infz'grncxgtion. A techlgecgl t:ahl:‘:ex";hclment may befneeded so that the statut;l;:ﬂects ttl;is intent. B
ngress inten t the presence o corporate partners not di ualify the partnershi
from this special exception provided the ﬁrtnership is at least 50 percent owned by at least 3§
individual taxpayers. A technical amendment may be needed so that the statute reflects this
intent.
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The penalty for a decrease in the qualified basis of a building,
while still remaining part of a qualified low-income project, is re-
capture of the credits with respect to the accelerated amount
claimed for all previous years on the amount of the reduction in
qualified basis.

Owners and operators of low-income housing projects on which a
credit has been claimed must correct any noncompliance with the
set-aside requirement or with a reduction in qualified basis within
a reasonable period after the noncompliance is discovered or rea-
sonably should have been discovered. If any noncompliance is cor-
rected within a reasonable period, there is no recapture. Congress
did not intend, however, that tenants be evicted to return a project
to compliance. Rather, Congress intended that each residential
rental unit of comparable or smaller size that becomes vacant
while a project is not in compliance must be rented to a tenant
having a qualifying income before any units in the project are
rented to tenants not so qualifying until the project again is in
compliance. In general, therefore, the event that gives rise to the
penalty for noncompliance (i.e., recapture or a reduction in the al-
lowable credit) will be rental of a unit to other than a low-income
tenant (on other than a temporary basis) during any period when
the project does not comply with the set-aside requirement or with
the qualified basis amounts on which the credit is computed (or
would not qualify as a result of that rental).

An example of how the recapture provisions operate follows:

Example.— Assume credits are claimed for a project based on a
qualified basis of 30 percent of the basis of the project being alloca-
ble to units occupied by individuals with incomes of 50 percent or
less of area median income and, at a later date, a qualified basis of
only 25 percent of the basis of the project is allocable to units occu-
pied by individuals with incomes of 50 percent or less of median
income due to vacancies filled by tenants with nonqualifying in-
comes. Because the minimum set-aside requirement is not violated,
recapture occurs only on the accelerated portion of the credit
amounts allocable to the 5-percent basis of the project no longer el-
igible for the credit. )

If the maximum credit for which a project is eligible increases
and subsequently decreases, a last-in, first-out rule is applied in de-
termining which credits are recaptured. For example, consider a
building that initially claimed a credit based on a qualified basis of
25 percent of the basis of the building allocable to units occupied
by individuals with incomes of 50 percent or less of area median
income, and in year 3 began receiving a credit based on an addi-
tional 10 percent of the basis of the building (i.e., a total of 35 per-
cent). The credit amount on the additions to qualified basis is com-
puted by reference to two-thirds of the credit percentage. If in year
5 only 30 percent of the basis of the building qualifies, there is no
recapture of previous years’ credits because there is no accelerated
portion of the credit amounts attributable to the 5 percent of the
additions to qualified basis claimed since year 3. _

Congress intended that there be no recapture for de minimis
changes in the qualified basis by reason of changes in the floor
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space fraction.2® A reduction in qualified basis by reason of a casu-
alty loss is not a recapture event provided such property is restored
by reconstruction or replacement within a reasonable period.

State low-income housing credit authority limitation
Generally, any building eligible for the credit must receive an al-

location of credit authority from the State or local credit agency in
whose jurisdiction the qualifying low-income housing project is lo-
cated. (An exception is provided for buildings financed with the
proceeds of tax-exempt bonds that received an allocation pursuant
to the new private activity bond volume limitation.) The aggregate
amount of such credits allocated within the State is limited by the
State annual low-income credit authority limitation. In all cases,
credit allocations are counted against a State’s annual credit au-
thority limitation for the calendar year in which the credits are al-
located. Congress intended that credits may be allocated only
during the calendar year in which the building or rehabilitated
property is placed in service, except in the case of (1) credits
claimed on additions to qualified basis and (2) credits allocated in a
later year pursuant to an earlier binding commitment made no
later than the year in which the building is placed in service.24
Under this latter exception, for example, a building placed in serv-
ice in 1987 may receive a binding commitment in 1987 to receive a
credit allocation of a specified amount in 1989. In 1989 this amount
is subtracted from the State credit authority limitation. The credit
period and compliance period with respect to the building begin in
the taxable year in which the building is placed in service or, by an
irrevocable election of the taxpayer, the succeeding taxable year.

An election by the taxpayer to defer the start of the credit period
for one year does not affect when the allocation must occur. (See
also, the discussion below for credits claimed on additions to quali-
fied basis). The credit amount allocated to a building applies for
the year the allocation is made and for all future years of the com-
pliance period.

Allowable credit authority

General rules.—The annual credit authority limitation for each
State is equal to $1.25 for every individual who is a resident of the
State (as determined by the most recent estimate of the State’s
population released by the Bureau of the Census before the begin-
ning of the year to which the limitation applies). For purposes of
the credit authority limitation, the District of Columbia and U.S.
possessions (e.g., Puerto Rico, the Virgin Islands, Guam, and Amer-
ican Samoa) are treated as States.

Special set-aside for qualified nonprofit organizations.—A portion
of each State’s credit authority limitation is set aside for exclusive
use by qualified nonprofit organizations. This set-aside is equal to
$0.125 per resident of the State. This set-aside amount may not be
. changed by State action, either legislative or gubernatorial. In ad-

23 A technical amendment may be needed so that the statute reflects this intent.

24 A technical amendment may be needed so that the statute reflects this intent. Credits allo-
cated pursuant to an earlier binding commitment are counted against the State’s annual credit
authority limitation in the calendar year of the allocation.
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dition to the special set-aside, qualified nonprofit organization
projects may be allocated any additional amount of a State’s re-
maining credit authority.

To qualify for allocations from this set-aside, an organization
must be a section 501(cX3) or 501(cX4) organization, one of the
exempt purposes of which includes the fostering of low-income
housing, and the qualifying project with respect to which the cred-
its are allocated must be one in which such organization materially
participates (within the meaning of the passive loss rule). Among
the operations in which the organization must be involved in on a
regular, continuous, and substantial basis, in addition to the con-
tinuing operation of the project, is the development of the project.

Credits subject to the credit authority limitation

Generally, credits subject to the State credit authority limitation
include any credits attributable to expenditures not financed with
tax-exempt bonds subject to the new private activity bond volume
limitation. .

In the case of a building financed with the proceeds of tax-
exempt bonds subject to the bond volume limitation (Code sec. 146),
if 70 percent or more of the aggregate basis of the building and
land on which the building is located is financed with such pro-
ceeds, no portion of the credits attributable to such building is sub-
ject to the credit authority limitation.

If less than 70 percent of the aggregate basis of the building and
land on which the building is located is financed with tax-exempt
bonds subject to the bond volume limitation, only credits attributa-
ble to those bond-financed expenditures are not subject to the
credit authority limitation.

Allocation of credit authority limitation among the State and
other qualified governmental units therein

In general—Each State’s credit authority limitation is allocated
among the various governmental units within the State pursuant
to three alternative procedures.

Under the first procedure, each State’s credit authority limita-
tion is allocated in its entirety to the State housing agency until
either the governor or the legislature makes a different allocation.
If more than one such agency exists, they are treated as one
agency. In the absence of a qualified State agency, no allocation
may occur until provided by either the governor or the legislature.

Under the second procedure, the governor of each State is pro-
vided authority to allocate the State’s credit authority limitation
among all of the governmental units and other issuing authorities.
This authority and any allocation rules established by the governor
terminate as of the effective date of any overriding State legisla-
tion. : .

Under the third procedure, the State legislature may enact a law
providing for a different allocation than that provided under the
first or second procedures. Under this authority, the State legisla-
ture may allocate all or any portion of the State limitation to any
governmental unit or other issuing authority in the State.
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Congress intended that any allocation procedure established by
the governor or State legislature give balanced consideration to the
low-income housing needs of the entire State.

Congress desired to clarify that gubernatorial proclamations
issued before the date of enactment of the Act (October 22, 1986) or
State legislation enacted before that date is recognized for purposes
of allocating the credit authority limitations, provided that the
proclamation or legislation refers to the low-income housing tax
credit authority limitation. '

Congress further intended that a State be permitted to allocate
available credit authority to a local issuer until a specified date
during each year (e.g., November 1) at which time the authority, if
unused, may revert to the State for reallocation. Similarly, a State
statute may provide discretionary authority to a public oﬂ{cial (e.g.,
the governor) to allocate the State’s credit authority limitation. Be-
cause the credit authority limitation is an annual amount, howev-
er, any authority that has not been used for credits issued before
the end of the calendar year expires.

Special rule for constitutional home rule subdivisions.—The Act
provides a special allocation rule for certain political subdivisions
with home rule powers under a State constitution (Illinois). The
home rule subdivisions to which the special allocation rule applies
are those home rule subdivisions that are granted home rule
powers by the beginning of the calendar year in which the credits
are issued pursuant to a State constitution that was adopted in
1970 and became effective on July 1, 1971. In that State, a full por-
tion of the State credit authority limitation is allocated to each
home rule subdivision based upon the ratio that the population of
that home rule subdivision bears to the population of the entire
State. As is true of the other credit authority limitation determina-
tions, this allocation is made using the most recent population esti-
mate from the Bureau of the Census released before the beginning
of the calendar year to which the credits relate. The amount so al-
located to home rule subdivisions may not be altered by the power
to provide a different allocation otherwise granted by the Act to
the governor or the State legislature. However, a home rule subdi-
vision may agree to a different allocation.

The portion of a State’s credit authority limitation not allocated
to constitutional home rule subdivisions then is allocated under es-
sentially the same three procedures described in the previous sec-
tion. Thus, under the first procedure, the remaining State credit
authority limitation is allocated to the State housing agency.
Under the second and third procedures described above, the gover-
nor or the State legislature may allocate the State limitation other
than that allocated to home rule subdivisions to any governmental
units (including home rule subdivisions).

For purposes of the rules on State action establishing allocation
rules for the credit authority limitation, a mayor of a constitution-
al home rule subdivision is treated as a governor, and a city coun-
cil is treated as a State legislature.

Constitutional home rule subdivisions are treated as States for
purposes of the credit authority limitation set-aside for qualified
nonprofit organizations. Pursuant to their general authority to
alter credit allocation, described above, these subdivisions may
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agree with the State in which they are located to exchange author-
ity to allocate credits for qualified nonprofit organizations for au-
thority to allocate credits for other projects.

Allocation of set-aside amount for qualified nonprofit organiza-
tions.—As described above, a portion of each State’s credit author-
ity limitation is set aside exclusively for projects of qualified non-
profit organizations. Although the overall amount of credit author-
ity set aside for these credits may not be reduced by any State
action, a State may enact a statute determining which credit au-
thorities in the State may allocate these credits and may allocate
the entire set-aside amount to those authorities. Similarly, before
any legislation, a governor may determine which authorities may
allocate credits under the set-aside. The amount of the remaining
credit authority limitation allocated to all other authorities must,
of course, be adjusted to take into account any reallocation of the
set-aside amount.

Determination of credit amount allocation

A building must receive low-income credit authority from the
_ credit agency in whose jurisdiction the qualifying low-income build-
ing is located. The credit agency’s remaining authority is reduced
by the credit percentage multiplied by the amount of qualified
basis granted by the credit agency for the building. The credit
agency may grant a smaller credit percentage and a smaller quali-
fied basis amount at the time the allocation is made than the maxi-
mum percentage and amount that would otherwise be allowed.
Congress intended that the credit agencies reduce the maximum
available credit percentage when the financing and rental assist-
ance for a project from all sources is sufficient to provide the con-
tinuing operation of the qualifying low-income building without the
maximum credit.

A credit agency’s credit authority is reduced by the maximum
amount of credit granted, whether or not the property ultimately is
eligible for this maximum amount, and without regard to the aver-
aging convention used in the first year of the credit period.

If a building is granted more credits than would be claimed in
the first year of the credit period, without regard to the averaging
convention, such amounts are not restored to the credit agency’s
authority. Such amounts may, however, be used in a later year by
the owner of the building to the extent the credit determined wit
respect to the building is increased as a result of additions to quali-
fied basis (but not beyond the amount allocated by the agency, and
without regard to the reduced percentage applicable to such addi-
tilc))ns).) (See also, the discussion on additions to qualified basis,
above.

Example 1.—Assume in calendar year 1987 a newly constructed
building is placed in service and that the building’s qualified basis,
before consideration of the credit authority limitation, is deter-
mined to be $100,000 in that year. The credit agency may allocate
any amount of qualified basis to the building, but the taxpayer
may treat as his qualified basis only the lesser of (1) the quali ied
basis of the building, before consideration of the credit authority
limitation, or (2) the qualified basis allocated to the building by the
credit agency. If the credit agency allocated $100,000 of qualified
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basis and the maximum 9 percent credit percentage to the build-
li)ng3$ the 0a.gency’s remaining 1987 credit authority would be reduced
y $9,000.

Example 2.—Assume $120,000 in qualified basis and a credit per-
centage of 9 percent were initially authorized by a credit agency in
1987 for a qualified low-income building and that in 1987, the first
year of the credit period, the building’s qualified basis was
$100,000. The credit agency’s remaining 1987 credit authority is re-
duced by $10,800. If in year two of the credit period the qualified
basis of the building increases by up to $20,000 due to an increase
in the number of low-income units, additional credits may be
claimed with respect to this addition to qualified basis without re-
quiring additional credit authority from the credit agency. The
credit percentage applicable to the additional qualified basis is two-
thirds of the credit percentage applicable to the initial qualified
basis. Credits on the additions to qualified basis may be claimed
over the remainder of the compliance period.

If the qualified basis of a building is greater than the qualified
basis allocated to it by the credit agency, credits may not be
claimed on the excess portion unless additional low-income housing
credits are allocated to the building by the credit agency. The
credit authority of the credit agency is reduced for the calendar
year of any such additional allocations.

Generally, no carryover authority for unused credit authority is
permitted. A limited exception is provided for buildings placed in
service in 1990, if expenditures of 10 percent or more of total
project costs are incurred before January 1, 1989. Credit authority
for such property may be carried over from the 1989 credit alloca-
tion for the credit agency. Congress intended that, for allocations
made after 1987, if a building cannot be placed in service in the
year for which the allocation was made for reasons beyond the con-
trol of the taxpayer, then upon approval by the Treasury Depart-
ment, the credit allocation will be valid if the building is placed in
service in the succeeding year.25

Credit agencies are permitted to enter into binding commitments
to allocate future credit authority for years before the sunset date
to buildings not yet placed in service by binding contracts or other
means.

Should a credit agency issue more credits than its credit author-
ity limitation provides, credits will be denied to those buildings last
afilocated credits until the credit authority limitation is not exceed-
ed.

Credit administration

Credit agencies allocating credits may not condition allocation of
credits to the source of financing for the qualifying low-income
building. The Act authorizes the Treasury Department to prescribe
regulations that may require credit recipients to pay a reasonable
fee to cover administrative expenses of the credit agency. The fact
that credits must be allocated on a building-by-building basis does
not preclude a credit agency from charging a single fee for process-

25 A technical amendment may be needed so that the statute reflects this intent.
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ing credits for a single project with multiple buildings or for multi-
ple projects of a common taxpayer.

Agencies allocating credits must file reports with the Treasury
Department containing (1) the maximum applicable percentage and
qualified basis of each building, (2) the fees, if any, charged to
credit recipients, (3) the aggregate amount of credits issued, and (4)
other information required by Treasury. The time and manner of
filing such reports and other information required are to be speci-
fied by the Treasury Department.

Transferability

A new owner of a building during its 15-year compliance period
is eligible to continue to receive the credit as if the new owner
were the original owner, using the same qualified basis and credit
percentages as used by the original owner. Rehabilitation expendi-
tures on such property may qualify for a credit in the same
manner as rehabilitation expenditures on other qualifying proper-
ty. The accelerated portion of credits claimed in previous years wi
be recaptured upon a transfer, subject to the election of the origi-
nal owner to post a bond. All dispositions of ownership interests in
buildings are treated as transfers for purposes of recapture, except
for a special rule for certain partnerships. (There is no election for
thedne\;v owner to assume the recapture liability for prior year
credits.

At-risk limitation

Property with respect to which a low-income housing tax credit
is claimed is subject to an at-risk limitation similar to the invest-
ment tax credit at-risk rules in the case of nonqualified nonre-
course financing. An exception is provided for lenders related to
the buyer of the low-income housing property. Another exception
provides that the general investment tax credit at-risk rule, limit-
ing the amount of nonrecourse financing to 80 percent of the credit
base of the property, does not apply in the case of the low-income
housing tax credit.2®

A further exception is provided for financing (including seller fi-
nancing) not in excess of 60 percent of the basis of the property
that is lent by 501(cX3) and 501(c)4) organizations whose exempt -
purpose includes fostering low-income housing. Further, if the rate
of interest for any financing qualifying for this exception is below
the applicable Federal rate at the time the financing is incurred,
less 1 percentage point, then the qualified basis to which such fi-
nancing relates shall be reduced to reflect the present value of the
payments of principal and interest, using as the discount rate such
applicable Federal rate. The credit is recaptured if the financing
provided by such organizations is not repaid with interest by the
end of the 15-year credit compliance period.

Coordination with other provisions

The credit is subject to the rules of the general business credit,
including the maximum amount of income tax liability that may

26 This exception was enacted in the Omnibus Budget Reconciliation Act of 1986, P.L. 99-509.
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be reduced by a general business tax credit in any year. Unused
credits for any taxable year may be carried back to each of the 3
preceding taxable years and then carried forward to each of the 15
following taxable years. Congress intended that no credits be car-
ried back to taxable years ending prior to January 1, 1987.27

For purposes of the rules in the Act limiting passive loss deduc-
tions, the credit (but not losses) is treated as arising from rental
real estate activities in which the taxpayer actively participates.
Credits may be used to offset tax on up to $25,000 of nonpassive
income, subject to a phaseout between $200,000 and $250,000 of ad-
justed gross income (disregarding passive losses).

The basis of property for purposes of depreciation is not reduced
by the amount of low-income credits claimed.

Effective Date

The credit is effective for buildings placed in service after Decem-
ber 31, 1986, and before January 1, 1991, other than (1) property to
which the depreciation rules of prior-law apply or (2) property with
respect to which any investor is eligible for passive losses under the
special transitional exception contained in section 502 of the Act.
Congress further intended that no property to which the provision
of prior law allowing five-year amortization of rehabilitation ex-
penditures applies may be included in eligible basis.2® As stated
above, all buildings eligible for the credit must be placed in service
before January 1, 1991.2® A building placed in service in 1990 is
eligible for the credit, however, only if expenditures of 10 percent
or more of the reasonably expected cost of the building are in-
curred before January 1, 1989. Under a special rule, described
above, credit authority for such property placed in service in 1990
may be carried over from the 1989 volume allocation for any credit

agency.
Revenue Effect

The low-income rental housing tax credit is estimated to reduce
fiscal year budget receipts by $67 million in 1987, $324 million in
1988, $705 million in 1989, $1,011 million in 1990, and $1,139 mil-
lion in 1991. '

27 A technical amendment may be needed so that the statute reflects this intent.

28 A technical amendment may be needed so that the statute reflects this intent.

29 The Act contains a general rule preventing the allocation of credit authority to buildings
placed in service after 1990. Congress intended that tax-exempt bond-financed projects be treat-
ed in the same manner as other projects, and are not eligible for the credit if placed in service
after 1990. A technical amendment may be needed so that the statute reflects this intent. Such
an amendment was included in the versions of H. Con. Res. 395 which passed the House of Rep-
resentatives and Senate in the 99th Congress.
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